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Re : Arizona Public Service Company General Rate Case, Docket Nos. E-01345A-05-0816,
E-01345A-05-0826, E-01345A-05-0827, Commissioner Mayes' Letters of
November 28, 2007 and December 10, 2007, and Commissioner Pierce's Letter of
December 10, 2007.

Dear Commiss ione rs :

Arizona  P ublic S e rvice  Compa ny ("AP S " or "Compa ny") is  ple a s e d to re s pond to the  le tte rs
re ce ive d in this  docke t from Commis s ione rs  Ma ye s  a nd P ie rce  re la te d to the  Compa ny's  pe nding
request to account for fees  rece ived under its  revised Schedule  3 as  Misce llaneous  Service  Revenues .
As  the  Commis s ion is  a wa re , the  Compa ny's  re que s te d re ve nue  tre a tme nt is  the  s ole  diffe re nce
be tween the  Schedule  3 proposed by APS On October 24, 2007 (in response  to the  directive  conta ined
in Decis ion No. 69663) and tha t recommended by Commission S ta ff in its  Memorandum and Proposed
Orde r of Nove mbe r 2, 2007.1 Importa ntly, while  line  e xte ns ion a pplica nts  will pa y the same amount
for se rvice  extens ion unde r both ve rs ions  of Schedule  3, trea ting those  fee s  a s  revenue  compared to
contribu tions -in -a id  o f cons truction  ("CIAC") ha s  s ign ifica n t be ne fits  to  the  Compa ny a nd  its
cus tome rs  in both the  imme dia te  future  a nd in the  long run-be ne fits  not a va ila ble  if the  Commiss ion
orders  CIAC trea tment of these  proceeds.

1 Staff submitted a revised Memorandum and Recommended Order on November 15, 2007, but suchrevision dealt with the
transition plan for Schedule 3 and did not affect the issue before the Commission or the substance of Commissioner Mayes'
November 28 letter.
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The  Company's  proposed accounting trea tment for Schedule  3 fees  will bene fit the  Company's
cus tomers  in a t leas t four important ways:

It will provide  a  s ignifica ntly la rge r shie ld to cus tome rs  a ga ins t both die  s ize  a nd
fre que ncy of iilture  ge ne ra l ba s e  ra te  incre a s e s  tha n would tre a tme nt of the
equiva lent dolla rs  a s  CIAC.

It will require  growth to a ssume  a  grea te r re spons ibility for paying the  Company's
increas ing cos t of providing e lectric se rvice  compared to the  S ta ff proposa l.

It will improve  the  Compa ny's  fina ncia l condition without incre a s ing ba s e  ra te s
for e le ctric se rvice .

By improving  AP S 's  fina ncia l condition , it will pe rmit the  Compa ny to  more
e a s ily a nd e conomica lly fina nce  the  cos ts  of providing s e rvice , including the
ca p ita l cos ts  a s s oc ia te d  with  ne w cons truc tion -ta ng ib le  be ne fits  Ma t will
ultima te ly accrue  to the  benefit of our cus tomers .

There is thus little question that APS's proposed revenue treatment better serves the clear
intent of Decision No. 69663 to use Schedule 3 fees to "shift the burden of rising distribution
infrastructure costs away from the current customer base to growth" far better than does CIAC
treatment. [Decision No. 69663 at 97.] APS provided an analysis of these issues in its October 24
filing and has also given additional detailed analyses to Staff and the Residential Utility Consumer
Office ("RUCO"). Below, the Company will expand upon these points in response to the following
requests made in the correspondence from Commissioners Mayes and Pierce.

A. Provide a comprehensive analysis of APS's proposal for treating the Schedule 3 proceeds
as revenue.

APS would note  initia lly tha t this  le tte r, in addition to the  Company's  othe r submiss ions  on die s
ma tte r, colle ctive ly provide  a  thorough a na lys is  of AP S 's  propos a l for tre a ting the  S che dule  3
proceeds  a s  revenue . In dirt rega rd, this  le tte r should be  read in conjunction with the  informa tion tha t
APS provided in the  Octobe r 24 filing and the  APS Exceptions  da ted November 19, 2007. Tha t be ing
sa id, APS will take  this  opportunity to address  some  potentia l conce rns  tha t may be  ra ised by S ta ff or
other parties .

Firs t, the re  is  no accounting or othe r rule  tha t would prevent the  Commiss ion from authorizing
the  Company's  proposed revenue  trea tment in this  docke t. APS ra tes  were  jus t recently es tablished by
Decis ion No. 69663 a fte r a  long and exhaus tive  gene ra l ra te  ca se  proceeding-a  proceeding tha t fully
complie d with a ny conce iva bly a rgua ble  Arizona  proce dura l re quire me nt, including a n une quivoca l
a nd e xpre s s  finding of fa ir va lue  ra te  ba se . Tha t De cis ion e xplicitly dire cte d cha nge s  to S che dule  3
tha t s ignifica ntly incre a s e d the  fe e s  cha rge d by AP S  to ne w e le ctric s e rvice  a pplica nts . AP S  is  not
se e king to cha nge  those  re sults  in e ve n the  s lighte s t de gre e . To the  contra ry, its  propose d re ve nue
trea tment of those  fees  mee ts  the  Commiss ion's  intent to shift the  burden of ris ing cos ts  to growth fa r

3.

2.

4.

1.
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be tte r tha n S ta ffs  propos e d tre a tme nt. Thus , AP S  s e e ks  no incre a s e  in S che dule  3 or a ny othe r
charges that are  in excess of those a lready established by Decision No. 69663 .

While  some  have  ques tioned whe the r this  docke t is  the  appropria te  venue  to re solve  the  issue
of wha t a ccounting tre a tment should be  a fforded Schedule  3 fee s , the  Company be lieve s  tha t this  is
pre cise ly the  right proce e ding in which to do so. Firs t, a s  discusse d a bove , the  a mount of proce e ds
tha t S che dule  3  will ge ne ra te  doe s  not cha nge  whe the r tre a te d  a s  CIAC or re ve nue , a nd  the
Commis s ion e xpre s s ly cons ide re d a nd a pprove d cha nge s  to S che dule  3 in De cis ion No. 69663.
Second, fa r from requiring one  type  of a ccounting tre a tment or anothe r, Decis ion No. 69663 is  s ilent
on the  is s ue , le a ving ope n the  que s tion of whe the r thos e  funds  s hould be  cha ra cte rize d a s  CIAC,
re ve nue , or s ome  combina tion of the  two.2 But while  the  re quire d a ccounting tre a tme nt wa s  le ft
unclea r, the  Commiss ion was  not ambiguous  about its intent with re spe ct to Sche dule  3 funds , which
De cis ion No. 69663 ma ke s  pla in wa s  to "s hift the  burde n of ris ing dis tribution infra s tructure  cos ts
a wa y from the  curre nt cus tome r ba s e  to growth." [De cis ion No. 69663 a t 97.] As  de mons tra te d in
de ta il he re in, the re  is  no question tha t the  Company's  proposed revenue  trea tment achieves  tha t intent
fa r be tte r tha n the  a lte rna tive  CIAC tre a tme nt, both imme dia te ly a nd in the  long run. More ove r, a s
de s cribe d be low, no ma tte r whe the r S che dule  3 fe e s  a re  cha ra cte rize d a s  CIAC or re ve nue , the
Compa ny will not e a rn  the  a llowe d re turn  on e quity tha t wa s  e xha us tive ly litiga te d  a nd fina lly
approved in the  recent APS rate  case .

The  Company's  ana lys is  a lso highlights  exactly why prompt de te rmina tion of this  is sue  in this
proceeding is  critica l to both cus tomers  and the  Company. The  dis tinction in trea ting Schedule  3 fee s
as  revenue  ve rsus  CIAC is  one  tha t has  important impacts  on both the  Company's  FF()/Debt ra tio and
its  ea rnings . As  shown in the  a ttached Exhibit A, under the  CIAC approach, the  Company's  FFO/Debt
ra tio (a  ca lcula tion discussed extens ive ly during the  ra te  ca se  and othe r APS  proceedings) hove rs  a t
18.1% in 2008-da nge rous ly clos e  to the  18% FF()/De bt thre s hold for non-inve s tme nt gra de -a nd
will fa ll to 17% in 2009 a nd 16.4% in 2010 re s pe ctive ly a bs e nt a dditiona l ba s e  ra te  re lie f. On the
othe r ha nd, if tre a te d a s  re ve nue , the  le ve l of S che dule  3 fe e s  orde re d in De cis ion No. 69663 will
improve  the  Compa ny's  fina ncia l he a lth a nd s hould pre s e rve  (for the  time  be ing) the  Compa ny's
financia l me trics  within the  BBB inves tment grade  (though on the  low end of the  18% to 28% sca le ).

The  Compa ny's  jurisdictiona l re turns  on e quity ("ROE") a lso suffe r unde r the  CIAC a pproa ch
compa re d to the  Compa ny's  re ve nue  proposa l. As  Exhibit A a lso shows , unde r the  CIAC a pproa ch,
absent ra te  re lie f, the  Company's  ROE res ts  a t jus t 7.3% in 2008 and fa lls  to le ss  than 6% or under by
2010. The  revenue  trea tment increa se s  the  Company's  e a rnings , a llowing APS to ea rn a  ROE in the
ne ighborhood of 8-9% be tween 2008 and 2010 depending on the  s ta te  of the  housing marke t, but s till
we ll be low the  10.75% ROE found re a s ona ble  in De cis ion No. 69663. In  fa ct, the  Compa ny's
proje cte d jurisdictiona l ROEs  unde r both options  a re  be low the  ROE re comme nda tion of e ve ry pa rty
to the  ra te  case ha ving such a  re comme nda tion. This  a na lys is  fully ta ke s  into a ccount the  impa ct of
the  income tax liability caused by the  Schedule  3 revenue  trea tment.

2 As noted in the Company's Exceptions, Schedule 3 proceeds prior to Decision No. 69663 were variously recorded as
CIAC, advances-in-aid, or revenue, depending on the specific provisions of that service schedule.
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Give n the  Compa ny's  de te riora ting fina ncia l condition, it is  thus  cle a r tha t, without prompt
re solution of this  ma tte r in favor of the  revenue  approach, APS  will have  no choice  but to file  anothe r
ra te  case . De laying re solution of this  APS-specific is sue  to the  gene ric hook-up fee  docke t (a s  RUCO
has  sugges ted) would be  inappropria te  and would nega te  the  ins tant bene fit tha t cus tomers  will see  if
the  Commiss ion ta ke s  this  opportunity to mitiga te  the  le ve l of ra te  incre a se s  going forwa rd. In fa ce
the  be re ft to cus tom e rs  jrom eithe r the revenue or CIAC trea tment of Schedule  3 fees  is reduced every
day tha t approva l of Schedule  3 is  de layed

In short, the  Company's  proposa l is  entire ly cons is tent with the  Commiss ion's  s ta ted intent for
Schedule  3, produces  no grea te r charges  than wha t Decis ion No. 69663 would permit, and results  in a
juris dictiona l ROE s till s ignifica ntly be low the  10.75% ROE a uthorize d in this  docke t. As  e xpla ine d
be low, these  ana lyses  sugges t tha t cus tomers  will benefit from this  trea tment not jus t in the  nea r te rm,
but ove r a  thirty ye a r time  horizon, us ing the  s a me  pre s e nt va lue  a na lys is  routine ly us e d in the
Company's  planning process .

B. How will APS and its customers be affected by treating Schedule 3 proceeds as revenue
versus CIAC? What are the positive and negative impacts to APS and its customers
associated with the two options?

There  is  s imply no question tha t APS 's  proposed revenue  trea tment renders  s ignificant benefits
to both cus tome rs  a nd AP S  compa re d to CIAC in both the  short te rm a nd for ma ny ye a rs  to come .
AP S  pre vious ly discusse d the  impa ct of its  proposa l (ve rsus  tha t of S ta ff) on AP S  e a rnings . But the
proposed revenue  trea tment of Schedule  3 fees  a lso improves  the  Company's  credit metrics  and, thus ,
its  borrowing ca pa city. Atta che d a s  Exhibit B is  a n a na lys is  of the  re la tive  impa ct of e a ch propos a l
(re ve nue  ve rsus  CIAC) on AP S 's  FFO/De bt ra tio a nd a lso the  impa ct of cha nge s  in tha t ra tio on the
Compa ny's  a bility to  fina nce  ne w utility infra s tructure . Importa n tly, the  income  ta x impa ct o f
incre a s ing S che dule  3 fe e s  (discusse d a t le ngth during the  proce e dings  in this  docke t) re ma ins  the
s a me  irre s pe ctive  of the  a ccounting tre a tme nt of thos e  funds . Ne ve rthe le s s , a s  Exhibit B cle a rly
shows , the  Compa ny's  fina ncia l condition a nd its  a bility to ca rry out its  public se rvice  obliga tions  a re
enhanced by revenue trea tment in comparison to CIAC .

Cus tome rs  a lso be ne fit from the  Compa ny's  proposa l compa re d to CIAC, both in the
near te rm and for decades  to come. Attached as  Exhibit C a re  both a  10 year and a  30 year ana lysis  of
these  two options  (the  la tte r of which is  the  approxima te  ave rage  life  of new dis tribution plant while
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the  fa nne r ca pture s  ove r 100% of the  pre se nt va lue  impa ct on cus tome rs ). The  a na lys is  is  ba se d on
the  following key a ssumptions l

The  le ve l of Sche dule  3 fe e s , whe the r the y a re  CIAC or re ve nue , is  a s sume d to
e sca la te  a t 5% pe r ye a r. This  is  a  conse rva tive  e s tima tion, cons ide ring tha t the
underlying cos t pe r cus tomer of new dis tribution plant is  e s tima ted to increase  4%
a nd ne w cus tome rs  a re  e s tima te d to incre a s e  by roughly 3% pe r ye a r-with a
combine d e ffe ct more  in  the  7% ra nge . The  h ighe r the  ra te  of incre a s e  in
S che dule  3  fe e s , the  more  a dva nta ge ous  to  AP S  cus tome rs  is  the  re ve nue
trea tment.

Ra te s  a re  a s s ume d to be  re s e t e ve ry thre e  ye a rs  with no la g be twe e n the  te s t
pe riod a nd die  ne w ra te s -both highly conse rva tive  a s sumptions  give n the  le ngth
of pa s t APS  ra te  proceedings  and the  degree  of his toric regula tory lag. Because
APS cus tomers  only rece ive  the  ra te base be ne fit of CIAC a fte r a  ra te  ca se , le s s
fre que nt ra te  proce e dings  a nd more  e xte ns ive  re gula tory la g would a ga in ma ke
revenue  trea tment more  advantageous  to APS cus tomers  than shown on Exhibit
c .

AP S 's  a llowe d re turn is  he ld cons ta nt throughout the  10 a nd 30 ye a r pe riods .
Highe r a llowe d re turns  by the  Commis s ion would ma ke  the  CIAC option, if one
looked sole ly a t the  Schedule  3 dolla rs  ins tead of the  Company's  tota l ra te  ba se ,
ma rgina lly more  a ttra ctive . But the  highe r re turn, whe n a pplie d to a ll AP S  ra te
ba s e , would dwa rf the  S che dule  3 s ta nd-a lone  impa ct a nd cre a te  s ubs ta ntia lly
higher overa ll revenue  requirements .

Wha t a re  the  conclus ions  tha t can be  drawn from the se  ana lyse s?  Firs t, revenue  trea tment is
advantageous to APS cus tomers  during every year of the  10 yea r ana lys is , producing a  pre sent va lue
bene fit of some  $380 to $440 million, depending on the  discount ra te  used and a ssuming Schedule  3
fe e s  of $100 million a nnua lly. S e cond, a lthough in the  30 ye a r a na lys is  the re  is  e ve ntua lly a  "cros s -
over" point in which CIAC trea tment becomes more  advantageous  on a  subsequent yea r-to-yea r bas is
(tha t is , a n individua l ye a r in which the  be ne fits  of the  re ve nue  tre a tme nt a re  surpa s se d by those  of
CIAC), tha t point is  a t le a s t some  13 ye a rs  from now a nd de pe nds  on the  Compa ny's  ra te  of growdi,
ra te  of infla tion, a nd how ofte n ba s e  ra te s  a re  re s e t. More ove r, the re  is  s till a  re la tive  (to CIAC)
pre sent va lue  bene fit of $250 to $300 million, a ssuming $100 million of annua l Schedule  3 proceeds .
And as  noted above , if less  conserva tive  assumptions a re  used concerning the  frequency of ra te  cases ,

3 The "present value" analysis is one that looks at the amount of cash today that is equal in value to a payment or series of

payments in the future. In other words, it calculates the worth of having that cash in hand today, rather than waiting to

collect it later. The Company has computed the present value of Schedule 3 fees in two ways, both of which show

significant benefits to customers. In the first set of computations, the Company used a present value rate of l2.07%, which

is calculated based on the pre-tax cost of capital that the Commission determined was appropriate in Decision No. 69663 .
The second set of computations uses an 8% present value rate, which is the rate generally used by APS for resource

planning purposes. Either approach yields substantial present value benefits to customers for the next 30 years.
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the  length of regula tory lag, and the  growth ra te  of Schedule  3 proceeds , tha t cross-over year would be
pushed further out and the  present value  benefits  to APS customers increased.

With re ga rd to ne w se rvice  a pplica nts , both options  ha ve  the  sa me  upfront pa yme nt impa ct-
the  cus tomer will pay the  same  amount for a  line  extens ion irre spective  of the  Company's  a ccounting
trea tment. It should there fore  not matte r to such an applicant how APS ca tegorizes  the  amounts  pa id to
APS under Schedule  3. But once  a  new applicant joins  the  ranks  of APS cus tomers , tha t cus tomer will
e njoy the  ba s e  ra te -mitiga tion be ne fits  tha t the  re ve nue  tre a tme nt a ffords , a nd is  thus  pos itive ly
a ffe cte d by the  Compa ny's  propos e d re ve nue  tre a tme nt while  re la tive ly dis a dva nta ge d by CIAC
trea tment.

The  nega tive  impacts  of CIAC a re  mere ly the  converse  of these  pos itive  benefits  from revenue
trea tment. CIAC re s ults  in le s s  of a  contribution to re ve nue  re quire me nts  from growth tha n doe s
revenue , and CIAC results  in de te riora ted FFO/Debt with a  resultant loss  of financing capacity.

c. Will the money that APS receives be sufficient to mitigate the need for future rate relief,
and if so, to what degree?

Yes, Schedule  3 fees  will be  sufficient to mitiga te  the  need for future  ra te  re lie f, but only if they
a re  cha racte rized as  revenue  ins tead of CIAC. APS cus tomers  will not see  tha t bene fit if the  proceeds
a re  trea ted a s  CIAC. Whenever the  next ra te  case  is  filed, it will be  for subs tantia lly le ss  money under
the  Compa ny's  re ve nue  proposa l be ca use  of the  dolla r for dolla r re duction to re ve nue  re quire me nt,
compared to the  12 cents  to the  dolla r va lue  of CIAC. The  exact degree  to which future  ra te  increases
will be  mitiga te d de pe nds  on a  numbe r of fa ctors , including die  s ta te  of the  hous ing ma rke t, the  te s t
year used in future  ra te  cases , the  ra te  of growth and infla tion, and other factors  previously discussed in
this  le tte r.

D. Over what time period will customers experience benefits from treating Schedule 3
proceeds as CIAC and revenue?

As  pre vious ly e xpla ine d in P a rt B, a bove , a lthough the  ye a r-ove r-ye a r ne t be ne fit from the
revenue  approach is  not pe rpe tua l, with growth, it la s ts  for more  than a  decade . Present va lue  benefits
to APS  cus tomers  from the  APS  proposa l rema in subs tantia l unde r any viable  se t of a ssumptions  for
the  next thirty ye a rs . Just as  APS and other utilities  routine ly eva lua te  resource  and investment options
in te rms of re la tive  present va lue  costs , tha t is  a lso the  appropria te  way to examine  this  issue .

4 Exhibit E shows projected Schedule 3 fees by customer class.
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E. How do Schedule 3 changes impact the Company's revenues over the next three years?

As  shown by a tta che d Exhibits  A a nd D, a s suming the  Commiss ion re solve s  this  ma tte r a nd
approves  the  proposed trans ition plan by Janua ry 1, 2008, APS e s tima te s  tha t it will rece ive  a  tota l of
$326 million in Schedule  3 fee s  ove r the  next three  yea rs  (us ing the  "More  Like ly Scena rio" for 2010).
If the  housing marke t recovers  100% by the  end of 2009 and APS customer growth re turns  to pre -2007
le ve ls  by the n, this  could a dd a nothe r $32 million in S che dule  3 fe e s . How much ne w revenue this
produce s  for AP S  is  the  de cis ion now be fore  the  Commiss ion. Unde r the  Compa ny's  proposa l, both
e s tima te d  re ve n u e s  a n d  p ro ce e d s  wo u ld  b e  a s  in d ica te d  b y E xh ib it D. Un d e r th e  S ta ff
recommenda tion, the  new revenue  to the  Company would be  ze ro even though new cus tomers  would
pay the same amount under Schedule  3.

RUCO's  sugges tion tha t revenue  tre a tment of Schedule  3 fee s  might require  a  corre sponding
de cre a se  in the  e le ctric se rvice  ra te s  a lre a dy a uthorize d by De cis ion No. 69663 is  ina ppropria te . Not
only would this  s ugge s tion pre ve nt AP S  from de fe rring or mode ra ting a nothe r AP S  ra te  ca s e , it
entire ly ignores  the  expressed intent of the  Commiss ion's  orde red Schedule  3 revis ions . Decis ion No.
69663 fully authorizes  both the  new base  ra tes  tha t the  Company now charges  exis ting cus tomers  and
the  modified Schedule  3 proceeds  cha rged to growth. Inhe rent in the  s ta ted intent of the  Commiss ion
to use  Schedule  3 funds  to "shift the  burden of ris ing dis tribution cos ts  away from current cus tomers  to
growth" is  the  unde rs ta nding tha t the  Compa ny's costs ne ce s sa rily a re  "ris ing" a s  growth continue s
and tha t the  Schedule  3 proceeds  should be  used to shie ld exis ting cus tomers  from those  ris ing cos ts .

ignores  the  fact tha t the  Company's  costs  have  risen precise ly as  Decision No. 69663 contempla ted and
anticipa ted, and would re sult in even more  drama tic unde r-ea rning of the  Company's  authorized ROE
tha n wha t AP S  is  e xpe rie ncing now. RUCO's  s ugge s tion would a ls o re quire  the  Commis s ion to re -
ope n the  ra te  ca se  in orde r to a na lyze  e xa ctly which ta riffs , if a ny, should be  re duce d, a nd by wha t
amount-a  result tha t nobody should want and tha t no one  has  requested.

F. Are there any alternatives to the Company's revenue proposal and the CIAC treatment?

Although AP S  s trongly be lie ve s  tha t its  propos a l re s u lts  in  a  win-win  s itua tion  for both
cus tome rs  a nd the  Compa ny, it a cknowle dge s  tha t a lte rna tive  options  ma y e xis t a nd is  ope n to
discuss ing othe r poss ibilitie s . For example , one  a lte rna tive  could be  the  impos ition, whe re  fea s ible , of
s tandardized fees  for extensions  to each customer class  (which fees  would a lso be  trea ted as  revenue)
ra the r than a  va riable  fee  ca lcula ted by die  e s tima ted requirements  of e ach individua l applica tion.5 A
uniform fe e  of this  type  would fa cilita te  pla nning by future  cus tome rs , e a s e  Compa ny a nd S ta ff
adminis tra tive  burdens, lessen any possible  adverse  competitive  impact among s imila r businesses , and
e ffe ctive ly focus  on the  ove ra ll Compa ny re ve nue  ne e ds  a ris ing from growth ra the r tha n individua l
project cos ts .

5 For example, Schedule 3 fees charged to residential sub-developers could be set at a single flat amount, `1rrespective of

each such applicant's specific extension costs.
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In cons ide ring a lte rna tive  approaches , howeve r, the  Commiss ion should bea r in mind tha t the
be ne ficia l a nd mitiga ting ra te  impa cts  of the  Compa ny's  propos a l (including the  pote ntia l de la y or
mode ra tion of anothe r ba se  ra te  filing) can be  accomplished only through the  Commiss ion's  approva l
of revenue  trea tment a t or near the  amounts  re flected in APS's  proposa l. For this  reason, the  Company
does not be lieve  tha t an a lte rna tive  where  Schedule  3 proceeds a re  not fully re flected as  revenue , such
a s  the  a lte rna tive  me ntione d in Commis s ione r P ie rce 's  le tte r of De ce mbe r 10, 2007, would be  a s
bene ficia l for e ithe r cus tomers  or the  Company a s  APS 's  proposa l. In his  le tte r, Commiss ione r P ie rce
posits  a  s itua tion where in APS accounts  for Schedule  3 fees as  revenue, but assigns them a  zero cost of
ca pita l--in othe r words , dirt APS  tre a t Sche dule  3 fe e s  a s  a  form of inte re s t-fre e  fina ncing. Doing so,
howe ve r, ha s  roughly the  sa me  limite d be ne fit to cus tome rs  a s  the  propose d CIAC tre a tme nt, which
would not furthe r the  a im, a s  expressed in the  le tte r, to "maximize  the  va lue  of [Schedule  3 dolla rs ] to
ra te pa ye rs ." More ove r, a  "ze ro cos t of ca pita l" proposa l ha s  de trime nta l impa cts  on the  Compa ny's
financia l condition, compared even to the  CIAC trea tment.

To e la bora te , whe n ca lcula ting  AP S 's  a llowe d ra te  of re turn , the  Commis s ion a dds  the
Company's  we ighted cos t of debt and we ighted cos t of equity to de te rmine  its  we ighted cos t of capita l.
The  we ighted cos t of capita l is  then multiplied to the  Company's  ra te  base  in orde r to de te rmine  APS 's
re qu ire d  p re -ta x ope ra ting  income  (the  numbe r tha t will u ltima te ly be  us e d  to  de te rmine  the
Compa ny's  re ve nue  re quire me nt, on which ra te s  a re  ba s e d). Unde r the  "ze ro cos t" a lte rna tive , the
Compa ny would a dd a  third compone nt to the  we ighte d cos t of ca pita l ca lcula tion: the  cos t of de bt,
the  cos t of e quity, a nd a  "ze ro cos t" of S che dule  3 fe e s . The  e ffe ct of including tha t ze ro cos t
component is  to lower the  tota l we ighted cos t of capita l, which lower amount would then be  applied to
the  Compa ny's  e ntire  ra te  ba se . Unde r this  proposa l, the  Compa ny's  ra te  ba se  is  highe r (be ca use  it
includes  Schedule  3 fee s ) but its  we ighted cos t of capita l is  lower. However, this  yie lds  the  same  tota l
re ve nue  re quire me nt a s  a pplying a  highe r we ighte d cos t of ca pita l to a  lowe r ra te  ba s e -the  CIAC
result. In othe r words , the  Company's  revenue  requirement - be fore  the  Schedule  3 revenue  reduction
- is  the  s a me  unde r both the  ze ro cos t of ca pita l a pproa ch a nd the  CIAC a pproa ch a nd thus  suffe rs
from the  same drawback.

For example , assume tha t the  Company has a  hypothetica l ra te  base  of $4,000, $100 of which is
Schedule  3 fees , and a  weighted cost of capita l (assuming an even 50/50 debt to equity ba lance  with a
9% cos t of debt and 11% cos t of equity) of 10% (4.5% we ighted cos t of debt plus  5.5% we ighted cos t
of e quity). Unde r the  CIAC a pproa ch, the  S che dule  3 fe e s  would re duce  ra te  ba s e  to $3,900. The
re quire d re turn on the  Compa ny's  re ma ining ra te  ba s e  would thus  be  10% time s  $3,900, or $390.
Under the  "ze ro cos t" approach, the  Schedule  3 fees  remain in ra te  base , but the  cos t of capita l would
be  adjusted to include  the  zero cost of Schedule  3 revenues, resulting in a  lower weighted cost of
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ca pita l of jus t unde r 9.8%.6 This  lowe r cos t of ca pita l, multiplie d by the  e ntire  $4,000 ra te  ba s e ,
produces  a  required re turn of roughly $390-the  same  a s  if the  Schedule  3 proceeds  had been trea ted
a s  CIAC to be gin with.

Unde r APS 's  re ve nue  proposa l, Sche dule  3 fe e s  would offse t dolla r for dolla r APS 's  re ve nue
requirement. If APS were  directed to take  its  proposed approach in addition to the  ze ro cos t of capita l
approach, it would offse t from the  a lready reduced revenue  requirement (now a t CIAC leve ls ) the  tota l
a mount of S che dule  3 fe e s . But ge ne ra l re gula tory a ccounting principle s  would pre ve nt AP S  from
recognizing the  full va lue  of tha t revenue  on its  income  s ta tement and would require  the  Company to
"write -off" a s  an unrecove rable  loss  die  grea t ma jority of the  revenue  s tream coming from Schedule  3
fe e s . In fa ct, for e ve ry $1 of Sche dule  3 re ve nue  colle cte d, the  Compa ny could re cognize  only rhirzy
cents.7 By re quiring the  Compa ny to a lloca te  a  s e t portion of its  tota l re ve nue  re quire me nt to this
s ignifica ntly lowe r-vdue  S che dule  3  re ve nue  s tre a m, the  propos a l pre ve nts  the  Compa ny from
re cove ring the  iii ll a mount of its  le gitima te ly incurre d cos ts  through its  othe r ra te s -ra te s  tha t would
a llow the  Compa ny to e a rn a  full re turn on e a ch dolla r inve s te d, a nd not jus t 30 ce nts  to the  dolla r.
AP S  is  thus  de trime nta lly a ffe cte d twice  by die  ze ro cos t proposa l: firs t by re quiring a  re duction to a
revenue  requirement tha t ha s  a lready been reduced to CIAC leve ls , and second by forcing a  write -off
of roughly two thirds  of tha t re ve nue  s tre a m. This  would cle a rly be  a n unfa ir re s ult. AP S  would be
financia lly be tte r off under the  CIAC approach, where  the  same leve l of revenue  requirements  could be
a lloca ted to ra te s  tha t would a llow the  Company full recovery on its  inves tment.

While  increas ing the  re turn above  ze ro to any figure  le ss  than the  we ighted cos t of capita l (a s
ca lcula ted widmout regard to the  Schedule  3 fees) would reduce  the  amount of the  required write -off, it
would not e limina te  the  ne e d for it a ltoge the r. The  only wa y to a void tha t re sult would be  to re duce
the  a mount of tha t dolla r's  cre dit a ga ins t APS  re ve nue  re quire me nts  to a  le ve l sufficie nt to a void the
write -off. This  would be  ana logous  to trea ting pa rt of the  dolla r a s  revenue  (for ra te  ma lting purposes)
a nd pa rt a s  CIAC. Although ma the ma tica lly poss ible , this  would produce  s ignifica ntly le s s  cus tome r
benefit than under the  Company's  proposa l.

To break down this calculation, $100 of Schedule 3 fees (25% of the total rate base) would be included at 0%, and the
remaining $3,900 would be evenly split between debt (with a cost of 9%) and equity (with a cost of 11%). The adjusted
weighted cost of capital would be as follows:

Debt: $1 ,950, 48.75% of rate base, with 9% cost, produces a weighted cost of about 4.4%..
Equitv: $1 ,950, 48.75% of rate base, with l 1% cost, produces a weighted cost of about 5.4%.
Schedule 3: $100, 2.5% of weight base, with a cost of 0%, produces a weighted cost of 0%.

Added together, the Company's weighted cost of capital is just shy of 9.8%.
Generally speaking, a dollar received as revenue generates income on two levels: a rate of return level and a cost-

recovery level. If the Commission required the Company to set the rate of return of Schedule 3 proceeds at zero, the
Company would be allowed under Generally Accepted Accounting Principles to recognize as revenue only the cost-
recovery element-roughly 30 cents to every dollar of Schedule 3 fees received. In other words, the Company would be
required to write off as a loss everything on that dollar except for the present value of the depreciation return over the life of
the asset. By calling the Schedule 3 fees "revenue" for the purpose of calculating revenue requirements but preventing the
Company from realizing the benefit of that revenue by forcing them to take a write 082 the "zero cost" proposal
unnecessarily impairs the Company's earnings at a time when APS's ROE is already well below authorized levels.

6
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As APS unders tands  it, the  concern tha t this  identified a lte rna tive  is  intended to address  is  tha t
AP S 's  re ve nue  proposa l ma y some how re sult in a  "double -pa yme nt" by cus tome rs  for pla nt pa id for
from Schedule  3 fees . However, cus tomers  rece ive  the  full benefit of Schedule  3 fees  be ing trea ted as
re ve nue  through the  dolla r-for-dolla r re duction to AP S 's  re ve nue  re quire me nt. More ove r, AP S  (a nd
a ll othe r utilitie s ) ha s  a lwa ys  use d re ve nue  tha t it re ce ive s  from ra te s  to cons truct ne w infra s tructure ,
and Schedule  3 revenues  would be  no diffe rent in this  regard than revenues  APS obta ins  from, say, its
E-12 (re s identia l) or E-32 (gene ra l se rvice ) ra te  schedules . Thus , the  Company's  Schedule  3 proposa l
doe s  not re sult in "cus tome r-fina nce d infra s tructure " from ne w cus tome rs  a ny more  tha n doe s  othe r
pla nt pa id for from mone y re ce ive d from e xis ting cus tome rs  in the  form of ba s e  ra te s . Ra the r, the
"e s tima te d cos t of fa cilitie s " ca lcula tion is  s imply a  proxy for de te rmining the  a mount of the  "re ve nue
requirement" tha t a  new customer must pay in order to be  connected to the  APS system, and should be
treated the same way as general base rate revenues.

* * * =l=

APS hopes  tha t it has  been responsive  to the  Commissioners ' inquiries  and tha t this  information
will prove  us e ful to the  Commis s ion in ma dding this  importa nt policy de cis ion. AP S  is  a ls o ope n to
discuss ing these  issues  in grea te r depth a t any hea ring be lieved necessa ry by the  Commiss ion in this
docke t a s  pa rt of the  Company's  compliance  filing. The  Company continues  to be lieve , howeve r, tha t
a  full tra ditiona l, e vide ntia ry he a ring is  not ne ce s s a ry. In the  e nd, the  is s ue  is  a  policy de cis ion:
S hould S che dule  3 be  us e d to s hift the  burde n of ris ing infra s tructure  cos ts  a wa y from e xis ting
cus tome rs  or not? If the  Commis s ion  be lie ve s  the y s hould--a s  the  Orde r ind ica te d  it d id -the
Company's  proposa l undoubtedly pre sents  the  be s t mechanism to do so. Moreove r, because  prompt
re solution of this  policy ma tte r is  vita l to the  Compa ny's  a bility to de fe r or re duce  a  future  ra te  ca se
a s ldng a nd to ma ximize  AP S  cus tome r be ne fits , it is  critica l tha t a ny he a ring be  conducte d on a n
expedited schedule  and tha t this  matter is  resolved as quickly as  possible .

Please  do not hesita te  to contact me should you wish further analysis  or have  any questions.

I ¢ ¢,.,~f~a4»

Thomas L. Mum aw

TLM/
Attachments
cc: Ernest Johnson

Elija h Abina h
De a n Mille r
Lyn A. Fa rme r
Chris tophe r C. Kempley
Parties  of Record
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Key Financial Metrics with Schedule 3 Fees as Revenue vs. CIAC

Line 2008

($ in millions)

2009

Schedule 3 Fees

2010
Best
Case

(2)

2010
More Likely

Case
(3)

1

2

Schedule 3 fees booked as revenue - no ACC base rate increases
Schedule 3 fees booked as CIAC no ACC base rate increases

$
$

50
50

$
$

117
117

$
$

191
191

$
$

159
159

ACC Jurisdictional Return on Equity

3
4

Schedule 3 fees booked as revenue - no ACC base rate increases
Schedule 3 fees booked as CIAC - no ACC base rate increases

(1)
(1)

8.2%
7.3%

8.8%
6.7%

9.0%
6.0%

8.4%
5.8%

APS FFO to Debt (4)

5
6

Schedule 3 fees booked as revenue - no ACC base rate increases
Schedule 3 fees booked as CIAC - no ACC base rate increases

(1)
(1)

19.2%
18.1%

19.5%
17.0%

20.3%
16.4%

19.9%
16.2%

(1) These assumptions do not include ACC retail base rate increases. A flow through
to retail customers of changes in FERC transmission rates is included as are
changes in the PSA.

(2) Assumes complete rebound of housing market by end of 2009 and that all new meter sets will be
subject to Schedule 3.

(3) Assumes housing market continues to improve but has not fully recovered. Also assumes that
some meter sets will continue to represent grandfathered line extensions under Staff proposed
transition plan.

(4) Under Standard and Poor's guidelines for U.S. utilities and power companies, the Company must
achieve an FFO to Debt ratio of 18% to 28% to maintain its current BBB rating.



Exhibit B
12/20/07

Change in FFO to Debt Ratio and Debt Borrowing Capacity

With Schedule 3 Fees Treated as Revenues vs. CIAC
($ in millions)

$50 million of Schedule 3 Fees Accounted for as Revenues:

Impact on
FFO and

Starting Debt
Point for after
Example Income Taxes Result

FFO $ 789 $ 30 $ 819

Adjusted debt

FFO to debt

s 4,300 $

18.3%

(30) $ 4,270

0.9% 19.2% (1)

(1) Debt capacity would increase $160m to achieve the same 18.3% FFO to Debt ratio
that was the starting point for this example.

$50 million of Schedule 3 Fees Accounted for as c|Ac-

Impact on
FFO and

Starting Debt
Point for after
Example Income Taxes Result

FFO $ 789 s 769

$ 4,300 $

(20) $

(30) $ 4,270

-0.3%

Adjusted debt

FFO to debt 18.3% 18.0% (2)

(2) Debt capacity would decrease $60m to achieve the same 18.3% FFO to Debt ratio
that was the starting point for this example.
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Page 1

Cumulative Present Value Revenue Requirement Savings From Schedule 3 Fees
Being Treated as Revenue Versus Treated as cIrc

($ in millions)

First 10 Years First 30 Years
Discounted to present value at 12.07% (1 )

Per $1m of Schedule 3 fees $ 3.8 $ 3.0

Per $50m of Schedule 3 fees $ 190.0 $ 150.0

Per $100m of Schedule 3 fees $. 380.0 $ 300.0

Per $200m of Schedule 3 fees $ 760.0 $ 600.0

Discounted to present value at 8% (2)

Per $1 m of Schedule 3 fees $ 4.4 $ 2.5

Per $50m of Schedule 3 fees $ 220.0 $ 125.0

Per $100m of Schedule 3 fees $ 440.0 $ 250.0

Per $200m of Schedule 3 fees $ 880.0 $ 500.0

Assumptions: - Schedule 3 fees are collected every year
- Growth rate of 5% in fees
- Rate levels are reset every three years

The 12.07% discount rate represents the pre-tax cost of capital as ordered by Decision No. 69663.(1)

(2) The 8.00% discount rate is typically used by APS as a general planning assumption.
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117 $ 191 $ 15950 $$Schedule 3 fees as revenue

293 $ 13 $ 31 s$Schedule 3 fees as cIrc

•
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Exhibit D
12/20/07

Future Revenue Requirement Increases Mitigated With Schedule 3

Fees Treated as Revenue vs. CIAC

2008

($ in millions)

2009 2010
Best
Case

2010
More

Likely Case

Projected Schedule 3 fees collected $ 50 $ 117 $ 191 $ 159

FUTURE REVENUE REQUIREMENT INCREASES MITIGATED:

Sehedule 3 fees as cIrc

Schedule 3 fees reducing plant in service
Deferred tax rate base adder
Rate base change from current year's fees

(50)
20

(30)

(117)
47

(70)

(191)
76

(115)

Cumulative rate base change at year end (30)

(15)

12.07%

(100)

(65)

12.07%

(215)

(158)

12.07%

(159)
64

(95)

(195)

(148)

12.07%

2 8 19 18

1 4 g 8

Average rate base change

Cost of capital with income taxes

Cost of capital savings

Book depreciation savings on lower average plant in service (1)

Property tax savings on lower end of year plant in service (2) 1 3 3

(1) Assuming 30-year book life
(2) Property taxes are based on the prior year end plant balances. Assumes effective rate of 1.5% on

change in plant in service.
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Exhibit E
12/20/07

Revenue from Proposed Schedule 3

2008 2009 2010
Best
Case

2010
More Likely

Case
Total Schedule 3 Revenue
Residential

Single
Subdivision
Multi-family

Total Residential

$9,937,777
$0

$1,314,894
$11,252,671

$25,295,237 $31,679,252
$5,724,003 $68,475,142
$3,320,180 $4,105,624

$34,339,420 $104,260,018

$30,150,439
$38,226,981
$3,892,624

$72,270,044

Non-Residential
Total

$38,663,218 $82,782,753 $86,871,593 $86,871,593
$49,915,889 $117,122,173 $191,131,611 $159,141,637

Average Revenue Per MeterSet
Residential

Single
Subdivision
Multi-family

Average Residential

$10,475
$0

$1 ,273
$5,678

$10,869
$3,025
$1,311
$5,086

$11 ,012
$3,058
$1 ,325
$3,675

$11,157
$3,092
$1,339
$4,021

Non-Residential $15,638 $16,053 $16,204 $16,358

Average for all customers $11,207 $9,835 $5,667 $6,835

Assumptions:
1) Meter set counts assumes transition plan in effect, no revenue from subdivisions in 2008
2) Local facilities costs based on 2006 average costs, escalated at 4% per year
3) System facilities costs based on historical 3 yr average to mitigate the impacts of large projects

such as a large substation in one year, escalated at 4% per year


